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Outlook and Appraisal 
The Scott ish economy i s a small open 
economy and because of t h i s i t i s very 
much a f fec ted by changing economic 
circumstances in the UK and the world 
economy. 
Despite the persistence of imbalances in 
the world economy there are signs of 
recovery in Europe which many commentators 
believe should intensify and spread to the 
US and Japan next year. (See World Economy 
section). The UK economy also appears to 
be experiencing an improvement in growth, 
although the effects of the oil price fal l 
on economic ac t iv i ty and in f l a t ion are 
expected to be broadly neutra l . The 
lowering of nominal interest rates, partly 
reversed by the 1% point increase in base 
ra tes in October, the Budget tax cut, 
s t rong growth in ea rn ings and r e a l 
personal disposable incomes, a fa l l ing 
savings r a t i o and i n c r e a s e s in the 
ava i l ab i l i t y of c red i t , are the main 
influences on the growth of UK domestic 
demand, primarily through increases in 
consumer spending. Export volumes are 
also improving following the depreciation 
of s t e r l i n g . (See B r i t i s h Econoay 
section). 
These developments in the e x t e r n a l 
economic environment are affecting the 
S c o t t i s h economy in a number of 
significant ways. 
First , and most obviously, the decline in 
oi l prices i s l ike ly , in the short to 
medium term at l e a s t , to have a harmful 
effect on the Scot t ish economy. The 
Feature Ar t i c l e by Salmond and Walker 
presents the results of an impact study of 
the fa l l ing o i l price and concludes that 
the d i r e c t impact on the o i l supply 
industry and indirect job loss could be in 
the range of 22,000 to 30,000 over the 
next few years. If other things remain 
equal, the predicted job loss wi l l cause 
the Scottish unemployment rate to rise by 
0.9% points to 1.3$ points , thus widening 
the d i f fe ren t i a l between Scottish and UK 
unemployment. The effect of the oil price 
fa l l on the Scottish economy is not simply 
a fu tu re p o s s i b i l i t y , s ince severa l 
indicators are already regis te r ing the 
i n i t i a l e f fec t s of the p r i c e change. 
Redundancies (see Labour Market section) 
in Scotland rose to 14% of the GB figure 
in the second quarter of the year, the 
highest percentage recorded since the 
exceptional figure of 17.7% in 1979. By 
October unemployment in Grampian region 
had reached 10% for the f i r s t time during 
the post-war period (see Regional Labour 
Market section). Both the CBI Industrial 
Trends and the Scottish Business Survey 
(SBS) report that a significant balance of 
firms were less optimistic in October than 
they were in July. The CBI Survey goes 
further and attributes the overall results 
to be almost e n t i r e l y due to the 
• c o n f i d e n c e c r i s i s ' i n t i t i a t e d by 
depressed conditions in the o i l industry 
(see Business Surveys section). 
The f a l l in the o i l price and the related 
depreciation of s t e r l ing should not be 
viewed as being exclusively harmful to the 
Scottish economy, although i t may be so on 
ba lance . The non-o i l s ec to r wi th in 
Scotland wi l l benefi t in several ways. 
First , falling oi l prices reduce the unit 
costs of production, contributing to lower 
domestic in f la t ion and higher output. 
However, the demand for labour and hence 
employment may not r ise by much especially 
i f f i r m s t a k e t h e o p p o r t u n i t y t o 
s u b s t i t u t e more e n e r g y - i n t e n s i v e 
production processes when they make new 
and replacement investment decisions. 
Secondly, any increase in the growth of 
the indus t r i a l i sed countries due to the 
income effects of the oil price fal l will 
s t i m u l a t e S c o t t i s h non-o i l e x p o r t s . 
Final ly, the associated depreciation of 
s t e r l i n g e f f e c t i v e l y amounts to a 
relative price adjustment in favour of the 
non-oil sector. This adjustment would be 
expected to lead to increased prof i t 
margins for S c o t t i s h non-o i l sec to r 
exports and eventually to raise the demand 
for those products in i n t e r n a t i o n a l 
markets. The SBS and CBI surveys can be 
interpreted as providing some indication 
that these effects are already beginning 
to occur. In the SBS, orders and sales 
(demand) were expected to pick up in UK 
and world markets but not in Scott ish 
markets. In the CBI Survey, larger firms 
(with 500 employees or more) were more 
opt imis t ic because, as suggested in the 
Business Surveys section, such firms are 
more likely to sel l in export markets. 
If the oi l price does indeed stabilise in 
the US$14-US$17 range, or only moves 
s l igh t ly above tha t l eve l , then clear ly 
the future development of the Scottish 
economy will depend proportionately more 
on the fortunes of the non-oil sector. In 
1 
view of the openness of the Scott ish 
economy the prospects for this sector will 
largely depend on the performance of the 
wide r UK economy and t h e f o r c e s 
influencing the Scottish share. And, both 
UK performance and the Scottish share will 
be heavily dependent upon the policy 
stance of central government. 
If the slowdown in the growth of the UK 
economy has been reversed and the growth 
of GDP r i s e s to between 2.5S and 3% next 
year then i t i s l ike ly that growth wi l l 
occur in the consumer goods and related 
s e c t o r s , via i n c r e a s e s in consumer 
spending, as well as in the export and 
traded goods sectors . The CBI Survey 
indicated that consumer goods indust r ies 
have recently been faring be t te r than 
other sectors in Scotland. The SBS found 
that in contrast to most other sectors a 
1% balance of firms in retailing were more 
opt imis t ic than in July, although th i s 
must be compared with a +2.5% balance in 
October 1985. Other sec tors largely 
producing goods for final consumer demand 
show re la t ive ly greater optimism than 
elsewhere in industry. (See Business 
Surveys sect ion). This evidence, when 
combined with the r e l a t ive ly superior 
performance of the consumer goods 
industries in Scotland, compared with the 
r e s t of the UK, during the year to the 
thi rd quarter of 1985, and the current 
weakness of the consumer goods industry in 
the UK as a whole (see British Economy 
sect ion), suggests the poss ib i l i ty that 
Scotland may gain relatively more, on this 
account, from the a n t i c i p a t e d smal l 
increase in growth. There could, in 
consequence, be some, a l l be i t l imi ted , 
offset to the net effect of the o i l price 
f a l l in widening the dispar i ty between 
Scottish and UK economic activity. 
However, in the UK as a whole, non-oil 
imports are increasing rapidly, a t a 
f a i r l y c o m p e t i t i v e exchange r a t e , 
inf la t ion i s r i s ing , there i s increasing 
evidence of s k i l l shortages as vacancies 
r ise, and capacity uti l isation is not much 
below the peak experienced as a result of 
the boom in 197*1. Some commentators 
therefore argue that the UK economy may be 
exper ienc ing the f i r s t symptoms of 
overhea t ing . In these circumstances 
further increases in UK domestic demand 
may lead to growth faltering as domestic 
inf la t ion r i s e s , e i t h e r d i r e c t l y , or 
indirectly through downward movements in 
the exchange r a t e . There would then be 
l i t t l e offset to the harmful effects on 
S c o t l a n d of t he o i l p r i c e f a l l . 
Moreover, the widening disparity between 
the UK and Scotland on account of the o i l 
price fa l l and the imbalance in demand for 
other reasons between the South East of 
England, in particular, and the peripheral 
reg ions of the UK, may a c t u a l l y be 
increasing the propensity for the UK 
economy to overheat. The inflation rate i s 
thus higher than i t otherwise would be. 
I t i s a well-documented phenomenon that 
when the level of demand in the economy is 
high in re la t ion to capacity, the more 
demand i s spatially unbalanced the greater 
the impact on inflation. To put i t another 
way, the level of output compatible with a 
given r a t e of in f la t ion , wi l l be lower 
than otherwise would be the case. The 
most obvious current example of t h i s 
phenomenon i s the impact of the current 
boom in mortgage lending which has had a 
disporportionate impact on house prices in 
the south east of England. This not only 
contributes directly to inflation but also 
contributes indirectly by reducing labour 
mobility between the peripheral regions of 
the UK, such as Scotland, and the south 
east . Sk i l l shortages therefore appear 
more quick ly l a r g e l y because of the 
imbalance between the demand and supply 
for labour in different par t s of the 
country. 
The Government has, since i t took office, 
conducted i t s macro-economic po l i cy , 
through the Medium Term Financial Strategy 
(MTFS), largely to secure the objective of 
a substant ia l reduction in inf la t ion . 
Currently fashionable arguments that the 
Government should seek to announce a 
t a r g e t for s t e r l i n g as a means of 
c o n t a i n i n g t h e c u r r e n t i n c i p i e n t 
inf lat ionary pressure are pe r suas ive . 
However, the adoption of such a policy 
will do l i t t l e to remove the factors which 
may be leading the economy to overheat. 
For the longer term, pol ic ies should be 
adopted which encourage the build-up of 
capac i ty and remove aggregate s k i l l 
shortages. But in the shorter term the 
Government should consider reintroducing 
policies which work to reduce the spatial 
imbalance in demand. The most obvious 
example i s regional policy which has been 
radical ly cut back under the present 
Government (see Commentary, February 
1985). Increased spending on regional 
policy incentives and the reintroduction 
of Indust r ia l Development Cer t i f ica te 
policy for certain categories of expansion 
in the south east of England, would not 
only help to forestall overheating in the 
UK economy but would also help Scotland 
weather the serious short-run implications 
of the oil price fal l . 
18 November 1986 
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